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CURRENT FISCAL TRENDS 








For the fiscal year 1940 all governmental expendi- 
tures in the United States are estimated at $19.7 
billion, or 27.5% of the national income. Tax collec- 
tions for 1940 are placed at $14.5 billion. The ratio 
of tax collections to national income is 20.1%. 

National defense expenditures for 1940 were $1,559 
million, or 2.2% of the national income. Rough 
estimates for 1941 and 1942 are $5 billion and 
slightly over $8 billion, respectively. Additional 


ITHIN a period of a few months the defense 

program has become a dominant element in 

the economy. It is producing marked changes 
in the volume and in the direction of public expenditure. 
Primarily because of defense requirements, two major 
revenue acts were approved in less than four months. The 
statutory limit of indebtedness was extended by the first of 
these acts. Additional taxes and increases in rates, together 
with further extension of the debt limit, are scheduled for 
consideration early in 1941. 

The purpose of this article is to analyze and appraise 
current trends in public finance, with special reference to 
the requirements and effects of the defense program. Recent 
changes in the tax structure will also be considered. 


THE AMOUNT OF EXPENDITURE 


All governmental expenditures in the United States — 
federal, state and local—are estimated at $19.7 billion! for 
the fiscal year 1940. Federal expenditures for 1940 were 
$9.4 billion,? the largest total for any year in the past 
decade. State and local expenditures for 1940 are estimated 
at $10.3 billion, a new peak for these governments. 

The costs of the defense program will be superimposed 
upon a rising trend of expenditure. The present upward 
trend began in 1934. In 1938, however, there was a small 


'See Table 1 and Chart 1. 

On the basis of the accounting system used prior to July 1, 1940. 
Effective with the fiscal year 1941, transfers to the federal old-age 
and survivors insurance trust fund are deducted from gross receipts 
rather than included as expenditures. The amount transferred dur- 
ing the fiscal year 1940 was $538.7 million. 

8This figure is a preliminary estimate, but the margin of error 
should be relatively small. 


revenues were provided by the two revenue acts 
approved in 1940 and an additional revenue measure 
will probably be considered early in 1941. 

The present upward trend in national income tends 
to lighten the burden of the defense. peeaaee. Federal 
non-defense and state and local expenditures should 
be reduced wherever possible for the purpose of 
offsetting extraordinary defense costs. Adequate fiscal 
preparation for defense is essential. 


decrease in total expenditures. The decrease for that year 
resulted from a decline in federal expenditures, which more 
than offset the increases for state and local governments. 
During the period from 1933 to 1940 annual expenditures 
of all governments increased by almost $8.5 billion. Of 
this amount, roughly $1.1 billion was accounted for by the 
transfers to federal social security reserves and by unem- 
ployment compensation payments by the states. If this item 
is deducted, the increase for the seven-year period becomes 
about $7.3 billion, or 65% over the level for 1933. 


TABLE 1: GOVERNMENTAL EXPENDITURES, 
FISCAL YEARS 1930-19404 


Source: United States Treasury Department, United States Bureau 
of the Census and the Conference Board.! 


Millions of Dollars 





Year Total Federal State | Local 
1930 11,943 3,152 2,170 6,621 
1931 12,390 3,560 2,298 6,532 
1932 13,129 4,434 2,257 6,438 
1933 11,284 3,793 2,967 5,424 
1934 13,604 5,947 2,044 5,613 
1935 15,011 6,933 2,230 5,842 
1936 17,009 8,611 2,433 5,965 
1937 17,187 3,386 2,851 5,950 
19376 16,921 8,121 2,850 5,950 
1938 17,050 7,526 9,524 
193gb 16,326 6,993 9,333 
1939 19,100 9,142 9,958 
1939b 18,048 8,532 9,516 
1940 19,746 9,446 10,300 
1940b 18,603 8,786 | 9,817 


1 Expenditures other than federal for 1939 and 1940 are preliminary 
estimates by Tax Foundation. 

a Grants-in-aid are counted as expenditures of the first disbursing 
overnment. 

b Federal expenditures are exclusive of transfers to old-age reserve account 
and railroad retirement account; state and local expenditures are exclusive 
of unemployment compensation payments. 


































































































CHART 1: GOVERNMENTAL EXPENDITURES, 
FISCAL YEARS 1930, 1935, 1940 
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Ratios to National Income 

Ratios of governmental expenditures to national income 
are shown in Table 2 for the period 1930-1940. The ratio 
of total governmental expenditures for 1940 is placed at 
27.5% on the first of the two bases used in the table. The 
ratio for federal expenditures was 13.2%. The latter figure 
is more than three times as large as the comparable ratio 
for 1930. 


NATIONAL DEFENSE EXPr  ITURES 


National defense expenditures for the fiscal years 1930 
to 1940 are shown in Table 3. In the first eight years of 
this period the outlay for defense purposes was less than 
$1 billion a year. The figure of $1 billion was exceeded 
only in the last three fiscal years. During the early years 
of the decade the ratio of national defense expenditures to 
total federal expenditures showed a tendency to decline. 
The ratio for 1934 was only 9.1%, as compared with 
22.3% for 1930. Since 1934 the trend in this ratio has 
been upward. In the last three years defense expenditures 
averaged about 15% of total federal expenditures and 
slightly less than 2% of the national income. For 1934, 
when defense expenditures were at their lowest level for 
the decade, they were equal to 1.2% of the national income. 

National defense expenditures for the fiscal year ending 
June 30, 1941 are roughly estimated at $5 billion, while 
those for the following year are estimated at slightly over 
$8 billion. Assuming that these estimates are approxim- 
ately correct, defense expenditures for 1941 will amount to 
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roughly 40% of all federal expenditures, while for the 
following year national defense should account for 50% 
or more of the total federal budget. If national defense 
expenditures amount to $5 billion for the current fiscal 
year, they will be equal to about 6.5% of the national 
income. For the following year the estimate of slightly 
over $8 billion for defense suggests a possible ratio of 
9.5%. 

If national defense expendiiures reach a level of $8 
billion in 1942, they will exceed those for either 1917 or 
1918 — years that included our participation in the last 
World War. They will, however, be smaller than the figure 
for the fiscal year ended June 30, 1919, when defense 
expenditures amounted to a little less than $11 billion. 
In 1917 they were $587 million, and in 1918, $6.1 billion. 
These figures are exclusive of advances to the Allied Gov- 
evnments. Ratios of defense expenditures to national in- 
come were 16.9% for 1919 and 10.5% for 1918. 


EFFECT OF NATIONAL DEFENSE EXPENDITURES ON 
TOTAL EXPENDITURES 


Actual expenditures for national defense iti the next few 
years may vaty considerabiy from the estimates used in 
this analysis, but these estimates may be accepted for the 
purpose of approximating total governmental expenditures 
for the current fiscal year and the fiscal year ending in 
1942. Other uncertain elements are the trends in federal 
non-defense and in state and local expenditures. These may 
be affected in a variety of ways by the impact of the defense 
program. For example, if one half of the unemployed 
should find employment as a result of the defense program 
including conscription, by the early part of the fiscal year 


TABLE 2: GOVERNMENTAL EXPENDITURES AND 
NATIONAL INCOME, 


Fiscal Years 1930-1940 





Governmental Expenditures 


Per Cent of National Income _ 

















National Income | Amounts in All 
in Billions of Millions of | Governmental State and 
Year Dollars Dollars? Expenditures | Federal Local 
1930 75.9 11,943 E37 4.2 11.6 
1931 61.7 12,390 20.1 5.8 14.3 
1932 47.2 13,129 27.8 9.4 18.4 
1933 41.3 11,284 27.5 9.2 18.1 
1934 46.6 13,604 29.2 12.8 16.4 
1935 ph 15,011 28.0 12.9 15.0 
1936 61.0 17,009 27.9 14.1 13.8 
1937 68.6 17,187 23.1 42.2 12.8 
19374 68.6 16,921 24.7 11.8 12.8 
1938 68.0 17,050 254 11.1 14.0 
19384 68.0 16,326 24.0 10.3 43.7 
1939 66.3 19,100 28.8 13.8 15.0 
19394 66.3 18,048 27.2 12.9 14.4 
1940 71.8 19,746 27.5 13.2 14.3 
19404 71.8 18,603 25.9 12.2 33.7 








1 Income produced estimates by Department of Commerce, except for 1939 
and 1940. In order to obtain approximate correspondence with fiscal 
ears, calendar year estimates for national income produced were averaged. 

2 United States Treasury Department, United States Bureau of the Census 
and the Conference Board. Expenditures other than federal for 1939 and 
1940 are preliminary estimates by Tax Foundation. 

a Federal expenditures are exclusive of transfers to old-age reserve account 
and railroad retirement account; state and local expenditures are exclu- 
sive of unemployment compensation payments. 
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TABLE 3: NATIONAL DEFENSE EXPENDITURES, 
FISCAL YEARS 1930-1940 


Source: Annual Report of the Secretary of the Treasury. 
Computed by Tax Foundation. 





National Defense Expenditures 


National Defense | 
as a Percentage o 


Expenditures in 














Millions of — ee - - 
Year Dollars Federal Expenditures National Income 
1930 | 702 22.9 0.9 
1931 | 700 19.7 pe | 
1932 | 702 15.8 1.5 
1933 666 17.6 1.6 
1934 540 9.1 I2 
1935.. | 710 10.2 id 
1936 | 912 10.6 £5 
1937 | 935 11.54 1.4 
1938 | 1,028 14.74 1.5 
1939 1,163 13.64 1.8 
1940 1 559 17. i” 22 








Excludes transfers to the old- age reserve account "and the railroad retire- 
ment account, 


1942 or soon thereafter, relief costs now borne jointly by 
federal, state and local governments should decline. Siuu- 
larly, defense priorities may result in a taneriug off of cer- 
tain state and local capital cuiiays. Public works projects 
designed to afford ciuployment may be reduced in number. 

On the other hand, federal interest payments will in- 
crease. If the price level should rise appreciably, expendi- 
tures for materials and supplies would tend to increase and 
in time expenditures for personal services would also be 
affected. Expenditures of some local governments will be 
increased as a result of the location of new plants and the 
enlargement of old plants, which in some instances will 
mean shifts in population and the necessity for expanding 
public services. In addition, it must be remembered that 
the long-run trend in expenditures has been upward. 

Perhaps the most uncertain element in the picture is 
whether efforts will be made to economize in other expendi- 
tures and the degree of success that will be attained. Auto- 
matic reductions because of a sharp decline in the relief 
load would not be economies in the same sense as those 
resulting from the elimination of relatively unessential 
services and the deferment of capital improvements that 
can be postponed. At the federal level there is an urgent 
need for a reexamination of the entire non-defense budget, 
with a view to easing the burden of defense costs. In the 
opinion of some experts a reduction of as much as $2 bil- 
lion in non-defense items should be possible, as a result of 
lower relief requirements and a careful paring of public 
works outlays, agricultural aids and other principal classes 
of expenditure. 

At the state and local levels a careful examination of 
budgets, with a view to offsetting a part of defense costs, 
could be made to yield a reduction of perhaps $1 billion in 
total expenditures. An aggregate reduction of $1.5 billion 
from the 1940 level might be possible by 1942, if the 
expectation that unemployment may be reduced by 50% 
is realized. 

_In August, federal non-defense expenditures for the 
fiscal year 1941 were estimated by the Treasury at 4% 
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below the total for 1940. Actual non-defense expenditures" 
for the period July 1 through November 19, 1940 were 
6.4% smaller than the total for the corresponding period 
of the preceding fiscal year. Assuming only minor changes 
in federal non-defense expenditures and in state and local 
expenditures, a grand total of about $23 billion is indicated 
for the fiscal year 1941. Under the circumstances, any esti- 
mate for 1942 would be little more than a guess. On the 
basis of present indications, total pubjic expenditures for 
1942 should fall within the limits of $25 billion and $27 
billion.? 


TAX COLLECTIONS 


Under all but the most unusual circumstances* public 
expenditures are covered from funds derived from three 
sources, taxes, non-tax revenues and borrowings. Tax col- 
lections are, of course, by far the most important source, 
except for occasivual sort periods. 

All tax collections in the United States are estimated at 
$14.5 billion for the fiscal year 1940.* Exclusive cf employ- 
ment or payroll taxes, the total is placed at $12.8 bi!lion. 


TABLE 4: TAX COLLECTIONS, 
FISCAL YEARS 1930-1940 


Source: United States Treasury Department, United States Bureau 
of the Census and the Conference Board.! 
Millions of Dollars 








Year Total | Federal? State Local 
1930 10,266 3,468 1,780 5,018 
1931 9,300 2,717 1,778 4,805 
1932 8,146 1,788 1,642 4,716 
1933 7,500 1,785 1,505 4,210 
1934 8,771 2,890 1,721 4,160 
1935 9,730 3,545 1,886 4,299 
1936 10,505 3,845 2,370 4,290 
19364 10,472 3,845 2,338 4,289 
1937 12,472 5,028 3,074 4,370 
19374 11,871 4,775 2,728 4,368 
1938 14,300 5,934 3,823 4,543 
19384 12,837 5,220 3,079 4,538 
1939 13,900 5,412 3,832 4,656 
19394 12,354 4,672 3,033 4,649 
1940 14,452 5,566 4,086 4,800 
19404 12,756 4,727 3,236 4,793 





1 State taxes for 1938 and local taxes for 1938, 1 1939 and 1940 are . pre- 
liminary estimates by Tax Foundation. 

2 Federal tax collections less refunds. 

a Exclusive of employment or payroll taxes. 


Both estimates are quite comparable with the figures for 
1938, the year in which federal tax receipts reached an all- 
time peak. 





1Exclusive of debt retirements, tax refunds and transfers to social 
security accounts. An unusual item of $119.6 million for the 
Commodity Credit Corporation for the fiscal year 1940 was also 
excluded. Including this item the decrease through November 19 
was 10.4%. 

2With the release of the 1942 federal budget estimates early 
in January, a more reliable basis for forecasting the 1942 level of 
expenditures wil! be available. 

3The credit derived from devaluation in 1934 was an additional 
source of funds. Similarly, if the authority to issue United States 
notes were used, it would represent an additional means of covering 
federal expenditures. 

aSee Table 4 and Chart 2. 


ed 


en ge: 





SR UTR Loe oom 





Nene 


asl 


44 THE TAX REVIEW 
ea as ESD SS TESTE ED EE AP EEE SETI SEE A PS LD TS TT TS EE LED LEDS ISITE 





Federal tax collections for the fiscal year 1940 amounted 
to $5,566 million. This figure was exceeded only in 1938. 
A striking feature disclosed by Table 4 is the sharp upward 
trend in revenues from federal taxes since 1933. In both 
the fiscal years 1932 and 1933 federal tax collections fell 
below the $2 billion mark. At recent levels federal receipts 
from taxes have been roughly three times as large as those 
for 1932 or 1933. 

State tax collections exceeded $4 billion in 1940 for the 
first time in history. It was not until 1937 that the $3 
billion mark was passed. Unemployment compensation 
taxes which produced approximately $850 million in 1940 
are the principal reason for the sharp upward trend. When 
this source of income is excluded, it is found that state tax 
collections approximately doubled between 1932 and 1940. 

Local tax collections have shown a continuous upward 
trend since 1934, according to the estimates in Table 4. 
The estimate for 1940, however, is slightly smaller than that 
for 1930. The change in the distribution of combined state 
and local taxes between state taxes and local taxes has been 
very pronounced. In 1930 local governments accounted for 
73.8% of combined state and local tax collections, but in 
1940 they collected only 54% of the combined total. 


Ratios to National Income 

All tax collections in the United States for the fiscal year 
1940 were equal to 20.1% of the national income. This 
ratio was slightly smaller than the comparable figure for 
1939, as may be seen in Table 5. Federal tax collections 
for 1940 were equal to 7.8% of national income, while for 
state and local taxes the ratio was 12.4%. 

The 1930 ratio for all tax collections was 13.5%, a 
figure substantially smaller than those for recent years. 
The 1930 ratio for federal tax collections was 4.6%. 


METHODS OF FINANCING ADDITIONAL 
DEFENSE REQUIREMENTS 


According to present indications, the additional expendi- 
tures for defense will be covered in part from increased 


CHART 2: TAX COLLECTIONS, 
Billions of FISCAL YEARS 1930-1940 Billions of 


Dollers Dollors 


| TOTAL TAXES 


FEDERAL 





1930 1931 1932 1933 1934 1935 1936 1937 1938 1939 1940 
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TABLE 5: TAX COLLECTIONS AND NATIONAL INCOME, 
FISCAL YEARS 1930-1940 


Tax Collections 

















' Per Cent of National Income 

National 

Income in | Amounts in 

Billions of | Millions of All Tax 
Year Dollars! Dollars2 | Collections | Federal State Local 
1930 75.9 10,266 se Be 4.6 2.3 6.6 
1931 61.7 9,300 15.1 4.4 2.9 7.8 
1932 47.2 8,146 17.3 3.8 3.5 10.0 
1953 | 41.3 7,500 18.2 4.3 3.6 10.2 
1934 46.6 8,771 18.8 6.2 5.7 8.9 
195> | 53.7 9,730 18.1 6.6 3.5 8.0 
1936 | 61.0 10,505 172 6.3 3.9 7.0 
19362 | 61.0 10,472 17.2 6.3 3.8 7.0 
1937 68.6 12,472 18.2 73 4.5 6.4 
19374 68.6 11,871 175 7.0 4.0 6.4 
1938 68.0 14,300 21.0 8.7 5.6 6.7 
19384 68.0 12,837 18.9 Pe i 4.5 6.7 
1939 66.3 13,900 21.0 8.2 5.8 7.0 
19394 66.3 12,354 18.6 7.0 4.6 7.0 
1940 | 71.8 14,452 20.1 7.8 3.7 6.7 
19402 | 71.8 12,756 17.8 6.6 4.5 6.7 





1 Income pretest estimates by the Department of Commerce except for 
1939 and 1940. 

2 United States Treasury Department, United States Bureau of the Census 
and the Conference Board. State taxes for 1938 and local taxes for 1938, 
1939 and 1940 are preliminary estimates by Tax Foundation. 

a Exclusive of employment and payroll taxes. 


revenues and in part from borrowings. Fiat currency issue 
and devaluation of the dollar are other sources of funds 
which would probably be used only in the event of an 
extreme emergency. Reductions in non-defense expenditures 
may serve in part to offset increased defense expenditures, 
thereby reducing the amounts that will have to be raised 
from other sources. 


Additional Taxes 

The First Revenue Act of 1940 approved June 25 in- 
creased the normal rate for the corporation income tax from 
18% to 19%. The latter rate, which applies to corporation 
normal-tax net incomes of more than $25,000 replaced the 
rate of 18% provided by the Revenue Act of 1939 for 
1940 incomes. For net incomes of less than $25,000 the 
rates were increased by 1% on each bracket. An additional 
defense tax of 10% of the tax as computed at these rates 
was made applicable for a period of five years. The special 
defense tax was also made applicable to individual income 
taxes. The defense tax, however, may not exceed 10% of 
the net income in excess of the tax computed without regard 
to the defense tax provisions. Surtax rates for the middle 
brackets were increased and personal exemptions were re- 
duced to $800 for a single person and $2,000 for a married 
couple. It is estimated that the lowering of the exemptions 
will increase the number of taxpayers by 2,200,000. 

Rates for internal-revenue taxes other than income taxes 
were also increased by the First Revenue Act of 1940. In 
a number of cases the increase was 10% of the previous 
tax, but in others the increase was larger or smaller than 
this figure. For example, the gasoline tax was increased 
from one cent to one and one half cents per gallon and 
the cigarette tax from $3 to $3.25 per 1,000. 
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The rate for the corporation income tax was increased to 
24% by the Second Revenue Act of 1940 approved on 
October 8. The same act provided for an excess-profits tax 
at substantial rates. The basis for the tax is adjusted excess- 
profits net income, which is determined according to either 
the average earnings method or the invested capital method. 
Rates range from 25% on the first $20,000 of excess-profits 
net income to 50% on all above $500,000. Progression is 
based on the amount of excess profits rather than on the 
rate of return on the investment. 


It has been estimated that the changes made by the First 
Revenue Act of 1940 will produce revenues of $4 billion 
in the next five years. Because of the difficulty of forecast- 
ing excess profits, the yield of the Second Revenue Act is 
difficult to estimate closely. It has been estimated that the 
two Acts will yield roughly $2 billion a year. This estimate, 
however, does not apply to the fiscal year 1941, but to 
iater years. 

A new revenue measure will probably be introduced in 
the Congress soon after the first of the year. According to 
recent dispatches from Washington, increases in rates for 
the individual income tax and the excess-profits tax will be 
considered, as will also extension of the scope of excise 
taxation. Because of the difficulty of estimating both ex- 
penditures and the yield of the present tax system for the 
fiscal year 1942 and later years, it is impossible to visualize 
the extent of additional revenue requirements. A revenue 
act or acts designed to produce additional revenues of $2 
billion to $3 billion are regarded as more than possibilities 
for the calendar year 1941. Any statement beyond this 
would be largely conjectural. 

Any changes in the federal tax structure that are made 
after the end of the calendar year 1940 will not materially 
affect the current budget picture. The lag between increases 
in rates for taxes based on income or profits and the time 
when collections are affected is an important element. For 
example, the increases in rates for the corporation income 
tax approved in June and October, 1940 will not affect 
revenues until March, 1941 and thereafter. 


Loans 

The defense program will be financed in part from bor- 
rowings.' Authorization in June of $4 billion in securities 
over and above the statutory debt limit of $45 billion and 
to be designated ‘National Defense Series’ was a first step 
in adjusting the borrowing power of the government to 
the requirements of the defense program. The additional 
securities authorized are limited to obligations maturing in 
not more than five years. Early in November Secretary 
Morgenthau stated he would request that the amount of 
$4 billion be added to the nominal debt limit of $45 billion. 
The five-year limitation will probably be removed in order 
that long-term securities may be issued. A further increase 
in the debt limit to $60 billion or $65 billion will be re- 


_ |For an analysis of recent trends in public indebtedness, see 
Our Public Debts,” The Tax Review, November, 1940. 





quested of the Congress early in 1941, according to a 
statement by Secretary Morgenthau on November 7. 

Thus far there has not been any indication that the 
Treasury intends to depart from customary methods in ob- 
taining the funds to be derived from loans. It is not im- 
probable, however, that forms of borrowing other than 
voluntary loans may be considered. Forced loans might be 
used to some extent for the purpose of supplementing the 
funds to be derived from taxes and voluntary loans. Until 
recent years a forced loan was regarded as indicative of the 
absence of credit power. This view is gradually changing, 
in part because of the arguments in favor of forced loans 
advanced by J. M. Keynes and other economists. It is 
claimed that this form ef loan has at least two principal 
advantages over the usual voluntary loan. First, it results in 
a more equitable distribution of the burden, since it is im- 
possible for those with ability. to subscribe to avoid the 
assumption of a share of the burden. Second, as the funds 
to be made available to the government by individuals and 
others would be based on income, there would be much 
less possibility of undesirable bank credit expansion than 
in the case of voluntary loans. 

The term “forced loan’ implies non-negotiability and 
non-transferability.' If resale were permitted, any attempt 
to adjust the amounts to be taken to ability to purchase 
would be only a superficial gesture. If they could be used 
as collateral for bank loans, the objective of avoiding bank 
credit expansion might not be achieved. 

Quasi-forced loans have been suggested as a possible 
alternative to forced loans. Income taxpayers, individual 
and corporate, would be given a choice between paying an 
additional tax and subscribing to a loan in an amount equal 
to the additional tax or a multiple thereof. The taxpayer 
would have the right to decide which contribution he would 
make or the manner in which the total additional burden 
would be divided between taxes and loans.? 

Currency Issue and Devaluation 

The Thomas Amendment to the Agricultural Adjustment 
Act authorized the President to direct the Secretary of the 
Treasury to issue unsecured United States notes in amounts 
totaling not more than $3 billion outstanding at any one 
time, the notes to be used for the purpose of meeting 
maturing federal obligations and purchasing United States 
bonds and other interest-bearing obligations. No part of 
this power to monetize $3 billion of the federal debt has 
been used. 

In addition, the unused portion of the authority to de- 
value the dollar would, if exercised, result in an increase of 
about $4 billion in the value of the monetary gold stock 
of the United States.’ The Thomas Amendment empowered 


1Exception should, of course, be made in case of death of an 
individual holder or the discontinuance of a business. 

2For a more complete discussion of forced and quasi-forced 
loans, see W. J. Shultz, “Fiscal Possibilities for Defense,” Con- 
ference Board Studies in the Economics of National Defense, No. 
6, September 21, 1940. 

’The amount of about $4 billion would be reflected immediately 
in the general fund balance of the Treasury. 
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the President to reduce the weight of the gold dollar by 
not more than 50%. Since the proclamation of January 31, 
1934 fixed the gold content of the dollar at approximately 
59.06% of the previous weight of 25.8 grains of standard 
gold, a portion of the power granted to the President 
remains unused.? 

It should be emphasized that inclusion of these possible 
sources of funds in the present analysis in no way implies 
that they are now being seriously considered. It suffices to 
point out that these sources are possibilities which might 
be availed of under certain extreme circumstances. The 
use of either power in the immediate future is improbable 
for the reason that it would be inconsistent with the ex- 
pressed intention to control prices. 


Reductions in Non-Defense Expenditures 

Strictly speaking, reduction in other expenditures is not 
a method of financing defense expenditures. Rather, any 
reductions that may be made serve to offset defense costs 
and to reduce the aggregate amount of funds that must be 
raised for all purposes. 

Reductions in non-defense expenditures, as has been im- 
plied, will fall into two categories: (1) those that will be 
more or less automatic because of changed requirements ; 
and (2) those that will result from specific economies or 
the adoption of an economy approach to budget problems. 


FIscAL ASPECTS OF NATIONAL DEFENSE 


The national defense program will require that a larger 
part of national income be brought within the control of 
the Federal Government. In order that the burden of re- 
armament may be met with a minimum of sacrifice, it is 
essential that governmental policy be directed toward stimu- 
lating the output of the goods and services that constitute 
the national income, with particular emphasis upon those 
goods and services required for national defense. 

The production and financing of our defense needs 
should not be viewed as taking place in a stationary state. 
At present the trend in national income is definitely upward 
and it now appears that this trend will continue for some 
time. The real significance of the upward trend is that it 
tends to lighten the impact of defense requirements on the 
economy. As long as national income rises, an increasing 
part of the total can be diverted for armaments and defense 
purposes without the necessity of a comparable absolute 
sacrifice in the standard of living. 

The latter observation suggests that it may be desirable 
to adjust fiscal policy so as to conform with the require- 
ments of a changing situation in the economy. Until the 
output of our productive plant approaches capacity, any 
changes made in the federal tax system should be designed 
sO as to exert a minimum of restriction on production and 





1The present weight of the gold dollar is 15-5/21 grains. On 
this basis the gold stock on November 15, 1940 amounted to $21.7 
billion. Reduction to 12.9 grains, the maximum reduction permitted 
oem would be equivalent to revaluing the gold stock at $25.6 
11100. 
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consumption. In addition, the proportion of costs to be 
met from loans might well be larger than at a later stage. 
As capacity output is approached, emphasis would logically 
be placed on taxes that fall on and tend to restrict con- 
sumption. When such a point is reached, discouragement 
of some forms of consumption may be a more important 
consideration than increased revenues. 

Borrowing to cover a substantial part of defense costs is 
probably unavoidable. Revenues for the fiscal year 1941 
will not cover expenditures exclusive of national defense, 
according to the estimates released in August.’ Considering 
the large deficits for recent years and the fact that receipts 
from revenues and borrowings are not regarded as separate 
components of the Treasury's working balance from which 
disbursements are made, it might seem illogical to reason 
that all defense expenditures for the fiscal year ending June 
30, 1941 will be covered from loans. Defense expenditures, 
however, will be compared directly with the deficits for 
several reasons: (1) national defense is regarded as the 
emergency element in the budget, and (2) covering all 
costs other than defense costs from revenues appears to be 
a definite objective for the immediate future.” 

Accepting the position that defense expenditures may be 
regarded as a separate budget entity,® it may be noted that 
in effect we are now covering the equivalent of all defense 
expenditures from borrowings. According to present indi- 
cations, sometime during the calendar year 1941 a point 
may be reached where quarterly revenues are more than 
sufficient to cover non-defense expenditures. If the present 
upward trend in national income continues and additional 
revenue legislation is approved during the calendar year 
1941, revenues large enough to cover part of defense costs 
for the fiscal year ending June 30, 1942 may be expected. 

Current developments in federal finances are in rough 
conformity with the view that the proportion of defense 
costs to be covered from loans should be decreased as the 
national income increases and approaches a peak. In part, 
this is a result of the lag between the effective dates of 
revenue laws and the time when they are reflected in actual 
receipts. Equally if not more important, however, is the 
effect of a rising national income on revenue receipts. 

The additions to and changes in the federal tax system 
that have been made since last May have, of course, been 
designed primarily to produce revenue, but there are certain 
elements of control in the 1940 legislation. The excess- 
profits tax will divert to the Federal Treasury a substantial 
part of any unusual profits that might result from the 
defense program. This form of taxation is also regarded 
by some authorities as an instrument of price control. 
Although most of the increases were moderate, higher rates 


'The difference was about $760 million. Revenues produced by 
the Second Revenue Act of 1940 will probably reduce the margin. 

2Statement of Chairman Doughton Pa the Ways and Means Com- 
mittee, November 20, 1940. 

3For convenience in analysis, it is entirely permissible to regard 
national defense as a separate entity, distinct from non-defense 
expenditures. 









Decen 





ae 


for ex 
instan 
may 4 
pertin 
called 
allocat 
ment. 
an inc 
of go" 


Towa 

Con 
system 
objecti 
been a 
the Fe 
cover ; 
It may 
year b 
tax sy: 
additic 
duly 
outset 
not fa 
excises 
the de 
incom 
the thi 
in wh 
would 

A « 
anced 
defens 
lighter 
non-de 
ticipat 
of pol 
includ 
fiscal - 
1941. 
should 
as pub 








December 1940 





THE TAX REVIEW 





47 





ST ETE EOS TTT AE NO I TE ET ST ET OTE IE STD SINE SEA TIEETT TLE TEE ITAL LTD ETO DE LEE I OLE! BELLS 


for excise taxes may tend to restrict consumption in some 
instances. Lower exemptions for the individual income tax 
may also restrict consumption to some extent. Another 
pertinent factor is that all taxes have what is appropriately 
called a generalized incidence. That is, they involve the 
allocation of a portion of the national income to govern- 
ment. The 1940 legislation is correctly viewed as bringing 
an increasing part of the national income within the control 
of government. 


Toward A Balanced Fiscal Program 


Considering the present budget situation and the tax 
system as mow constituted, what should be the principal 
objectives for the immediate future? The first objective has 
been alluded to in this section. At the earliest possible date 
the Federal Government should raise sufficient revenues to 
cover all expenditures other than those for national defense. 
It may be that this objective will be achieved for the half 
year beginning January 1, 1941 on the basis of the present 
tax system. The next objective should be to raise whatever 
additional revenue can be obtained without interfering un- 
duly with the upward trend in national income. At the 
outset this may mean further use of tax sources that do 
not fall directly on consumption, with perhaps some new 
excises and increases in rates for excises on commodities, 
the demand for which is relatively inelastic. As the national 
income approaches the maximum attainable on the basis of 
the then-available resources, a final stage would be reached 
in which emphasis would be placed on excise taxes that 
would tend to restrict consumption. 

A corollary objective of a varying yet reasonably bal- 
anced fiscal program should be to control federal non- 
defense and state and local expenditures in the interest of 
lightening the defense burden. Some decrease in federal 
non-defense expenditures, as has been pointed out, is an- 
ticipated for the current fiscal year. A definite statement 
of policy in regard to these expenditures will doubtless be 
included in the message accompanying the budget for the 
fiscal year 1942, which will be released early in January, 
1941. Careful examination of the non-defense budget 
should result in substantial economies, not only in such items 
as public works and work projects which now show down- 


ward trends, but also in the cost of operating the regular 
governmental departments. 

At the state and local levels the actual results achieved 
will depend largely on the degree of appreciation of the 
problems incident to the defense program among public 
officials and the electorate. State and local governments can 
make a genuine contribution in the present emergency by 
taking the position that production for and the financing 
of national defense should receive first consideration. Post- 
ponements of capital outlays wherever possible and reduc- 
tions in operating costs would both facilitate the provision 
of defense requirements and ease the financial burdens they 
impose. Equally important is the need for coordination of 
the tax systems used by the several strata of government, 
in the interest of effecting needed adjustments in the tax 
system as a whole. 

For at least a decade, coordination of tax and fiscal 
policies has been regarded as an urgent need. A national 
tax or fiscal advisory commission has been proposed as a 
first step in bringing order into our intergovernmental fiscal 
relationships. The defense program has accentuated the 
need for an agency of this kind. Such a commission could 
be assigned the task of considering all aspects of the financ- 
ing of the defense program, including the adjustments in 
federal fiscal policy that may be required in future years. 

Fiscal preparation for national defense is essential, if 
the program is to be carried through with a minimum of 
friction. Finance and production are merely separate phases 
of the same national effort. Advance study by such a com- 
mission should at least reduce the possibility of ill-con- 
sidered legislation. It would draw on the studies of other 
research groups within the government, but much of its 
work would be broader in scope than that of specialized 
research agencies within the federal establishment. Im- 
portant contributions should result from the efforts of a 
commission appointed on a nonpartisan basis and with a 
field of reference broad enough to include the financing of 
national defense and the improvement of intergovernmental 
fiscal relationships. 


Lewis H. KIMMEL 
Director of Research 









































